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where « is a parameter indicating the costs of distortions created by the support
payments to the COLRs." The benefit to consumers is assumed to be B, if there is just
one COLR; B,+8, if there are two COLRs, and so on, with B, denoting the incremental

benefit of introducing an n® COLR to compete in providing universal service.

The analysis characterizes the optimal auction in terms of the outcomes that
ensue. To avoid technical problems, we limit our analysis here to what the modern

economic auction theory literature calls the “regular case.”

Then, an auction design that always selects at least one winner is optimal if and
only if its outcomes have these two characteristics: (1) bidders with sufficiently high
costs cannot expéct to profit from participating in the auction and (2) for any profile of

actual costs, the set of bidders selected to be COLRs rnaximizes the expected benefits

S

to consumers minus the expected costs incurréd. minus a times a “virtual cost” (which

is a theoretical construct consisting of the actual cost adjusted upwards to account for

bidding incentives). If the bidders are otherwise symmetric, muitiple COLRs are most

likely when the low cost bidders’ cost levels are close together.

One immediate implication of this characterization is that multiple round auctions,
. which the FCC has used successfully in other contexts, are not well adapted to this
context. To see why, consider the simplest case with just two bidders. An efficient

multiple round auction wquld then need to specify that a support payment near the

»

"' More exactly, the distortion is created by the surcharge or tax used to finance the
subsidy. i

(
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reserve is paid to both bidders if the auction ends imrﬁediately after opening bids near
the reserve. With éuch ruIés, it is often consistent with rational behavior by both bidders
for neither to lower the bid below the reserve even if the two bidders' costs are very
different and much Iéwer than the reserve.'? In plain English, a multiple round auction
that tries to implement the efficient outcome rule is exceptionally vulnerable to both
explicit and implicit collusion. Such collusion is undesirable because it would be likely to

result in unnecessarily high support payments and the inclusion of inefficient COLRs

among the winning bidders.

An auction design that does encourage efficient outcomes in case there are just
two bidders is the sealed tender auction in which two COLRs are assigned if the
second lowest bid is close enough to the lowest bid. 'i'he support bayment may be set
equal to the highest accepted bid (aithough, as we shall see later, other payment rules
are also permitted by the theor;-(). An important ;dvantage of the proposed sealed |
tender auction compared to the muiltiple round design is that it creates a powerful
incentive for each bidder to defect from any pre-auction collusive agreementby

undercutting its rival’'s bid in order to acquire the exclusive right to receive support

payments for COLR services.

This analysis implies that an auction can be used to encourage corripetition both

for the market and in the ma}ket even when there are only two bidders. Of course, the

idea can also be extended to apply when there are more than two bidders. For a simple

?

2 That is, strategies incorporating this behavior may comprise a Nash equilibrium.
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e

(though unrealistic) example, suppose B,=8,=... (meaning that the incremental benefit
of additional corﬁpetitors is the same for each extra competitor). Let us assume for the
cost calculation that the COLRs would share the market equally. Then, in the optimal
auction, the n™ loWeS‘t bidder should be included as a COLR only if the n—1 lower
bidders are included and the cost of the n™ lowest bidder does not exceed the average
of the costs of the n—1 lower bidders by more than a specified amount ¢."* In the

interests of simplicity, one might use an “approximation” of this outcome rule by

specifying that all bidders whose bids are within some amount ¢’ of the lowest bid are

included.

" Generally, with more than two bidders, the form of the optimal auction depends
on several things, including prdminently the relative rr.iagnitudes of B,, B;, etc. Onthe - -
basis of economic theory, it is reasonable to suppose that the benefits of additional
competition decline as tr;e number of competitors increase, that is, B,>B,>B4;.... The
theoretically optimal rule in this case depends on the likely market shéres of the bidders
as determined by their various costs. If one assumes that the COLRs will eventually - -
have foughly eéual market shares, the optimal rule would be to include the n"‘ bidder as

a COLR if its cost is not too much higher than the average of the cost of the n-1 lower

- cost bidders. As a practical approximation of the actual optimal outcome rule, one might

set the outcome rule in an actual auction as follows.

3 |f the shares afe not equal, the relevant comparison is between the cost of the n”

- bidder and the weighted average cost of the n-1 lower cost bidders, weighted
according to the number of customers taken from each bidder by the n™ bidder.
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Case | Condition Outcome

1 At least one comoeting bid is within  All who bid within 15% of the
15% of the lowest bid. lowest bid become COLRs.

2 No competing bid is within 15% of  The two lowest bidders become
the lowest bid but one is within COLRs.
25%. S

3 - | No bid is within 25% of the lowest = The lowest bidder becomes the
bid. exclusive COLR for the area.

The parameters in this auction design - mcludmg the use of just three cases and
the 15% and 25% cut-offs - are merely illustrative and not based on any detailed |
analysis The illustrative rule shovvs how the auction is co‘nst'ructed to facilitate the
presence of at least two actual COLRs in the market when the mefl‘ crency from dorng
so, in terms of supportrng a relatrvely rnefﬁcrent competrtor are not too hrgh A more
restrictive standard is set for including competitors beyond the second. because thev

are expected to contribute less to consumer weifare.

According to theory, the outcome rule descnbed here could be used wrth any of
several different payment rules wrthout afiecting the optrmalrty of the auction The |
payment rule, however, should be set to respect the other considerations not included
_in the optimal auctions model; For example, as described earlier. it ish desirable to have
the same level of support payments for each COLR, for that avoids creatin‘g'distortions
in the subsequent competition among them. One such rule would set each bidder's

support payment at the level of the highest accepted bid. Yet another variation would

»
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specify that, in case 3 only, the support payment would be set at the level of the second

lowest bid."

Each of these variations would change the bidders’ strategic problem and lead to
different levels of bids being submitted. making cost comparisons among the various
rules appear dlfﬁcult One of the surpnsmg conclusions of optimal auction theory,
however, is that contrary to slmple intuition, the expected size of the support payments
to the winners is unaffected by the form of the payment rules (among the set of
payment rules that alyvays produce the same set ef winners). A rough explanation_ for
this conclusnon is as follows If one payment rule leads to systematlcally higher support
payments correspondmg to any partlcular bids than another rule,; the btdders will offset

'that dlfference by submnttlng systematlcally hlgher blds for the rule that calls for the

"lower support payments.

In practice, the proposee auctien would consist of a large number of -
simultaneous sealed bids for the job of being the COLR. The main difficulty with this
proposal is .that it fa_its to allow bidders to account fully for' “cost synergies,” that is, fc;r
the possibility that it is cheaper to provide_COLR services in one market when they are
already providing COLR services in related markets. Such synergies might arise

because the related markets used shared switching, transmission or other facilities.

' Another rule would specify that the support payment is the level of the highest
accepted bid multiplied by 1.15 in case there are two winners and by 1.3 in case
there are threé or more winners. Again, the percentages are arbitrary and intended
for illustrative purposes only. What is illustrated is that the payments can be made
to depend on the number of COLRs selected.
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However, permitting combination bids would add significantly to the complexity of the
auction design, which is quite important given the possibly large number of small
auctions to be conducted. To evaluate the potential benefits of combination bids, one

needs to assess the importance of cost synergies.

The need for COLRs arises only in markets where it costs more to serve some
potential subscribers than the established maximum basic service rate. If these high
cost customers are subscribers who are distant from a town center, then the main cost
complementarity may be between serving customers close to town and those at a

greater distance from the town center. In that case, if service for the core town will be

established anyway, then there are no important cost complementarities in serving two

outlying areas bordering the town. If the core town will be served by the COLR in any
event, then the model used to study the optimal auction adequately characterizes the

basic auction design problem. -

HoWever, it may be the case that the bidder, possibly not the LEC, fails to win
the COLR4designation for the core tde and rates for basic service are so low that
su‘pport payments are requirezd-for service to ail the potential subséribers in a particular

town or other geographic' area. In this alternative scenario; a ﬁrrh's decision to provide

any service to the area may depend on its ability to acquire business in the town core,

-

or even throughout the relatéd areas. If the relevant areas are the same for all bidders,
one might try to avoid the problem by specifying larger areas for the universal service
obligation. However, different customers within any large area may have very different

costs of establishing service. That creates a problem as the COLRs avoid offering
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service to the highest cost customers. This “cherry picking” problem is discussed in
more detail in the ﬁext section. Even without cherry picking, if the areas with synergies
vary among bidders, then the way the areas are carved up is another tricky problem»
that needs to be resc;lved in the auction. These cases, which may be called the cases

of “complex cost synergies,” are the most difficult ones for simple auction designs to

treat successfully.

My central proposal is based on the presumption that complex cost synergies
are of secondary importance, especially in areas where there are to be multiple COLRs,
and that it is not worthwhile to adopt the more complex auctions necessary to account
;fully' for cost synergies. lﬁ my judgment, the complexity of the combinatorial auction in
this context are even greater than was found to be th; case in the PCS spectrum
auction. Partly, this additional complexity arises from the need to provide unifqrm
pricing in each separate market éfter the auction,' and partly it derives from the very ;

large number of small areas that need to be combined. This complexity suggests that

such combinatorial bidding schemes should only be considered where the strength of

T - e

“the syne;gfes means the Iiké!iho_od of very inefficient outcomes from any non-
combinatorial scheme is very high. Even in that case, one might first consider the use of
a simultaneous muitiple round auction, weighing the risk of collusion against the desire

to allow bidders to assess the valies of combining service areas.

¥ In the paging, PCS, and SMR auctions, besides any cost synergies, there were
important additional synergies from demand side effects. Buyers of PCS services,
for example, find the service more valuable when the phone works overa wider
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In the next section, to account in a highly imperfect way for cost synergies, | will
propose a rule a.lléwing Winning COLRs to withdraw bids. The ability to withdraw bids
allows the potential COLRs to avoid being forced to provide service in a patchwork quilt
of geographic areas.. These proposed withdrawals will be subject to penalties, as in the

spectrum auctions, to discourage frivolous bidding
Ill. The Proposed Auction Mechanism

In this section, | outline the major components of an auction for the COLR
désignation. motivatea by thé previbué discussion of optimal auctions. The kind of
auction | proboée is in some irﬁportant reépécts sifhilar to the kind of auction that GfE
hés récé;tly préposéa to :the FCC 0ar§d ';afhe"r Sfate bUCs. S -

In summéw form, the auction would be conducted as follovys. Auctions would .b.e
conducted twice annuaily on specified dates. For each Census Block Group (CBG), the

FCCor us.tate PUCs would first establish a maximum support rate (the “reserve”) based

on a multiple of the predicted cost under an adopted cost model.' A notice process 'f'

géographic area. Ih conti'ast, there appeér to be no important demand side
synergies in meeting universal service obligations.

'* A multiple greater than 100% of the estimated cost should be used, with the extent
of the mark-up dependent on.the amount of error in the cost estimates. The mark-
up is needed to compensate for “selection bias™: auctions will be most likely to be
conducted for those areas where the model overestimates the costs and will be
least likely where the'model underestimates the costs. Consequently, a simple
100% rule would leave the LEC receiving the model cost estimate most often when
the model most underestimates the actual cost. A reasonable allowance for upward
movement also needs to be made when an area is reauctioned to allow for

- changes that may increase costs over time, such as a change in the definition of

the “core” service.
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which potential bidders nominate areas in which they are interested in providing service
would fix the CBGs for which COLR obligations are to be auctioned. Those making
nominations would be required to establish their qualifications to satisfy the COLR
obligation'. If a party .indicates an intention to bid on one particular area for an auction,
other parties may nominate additional adjacent areas to auction with that particular

area. On the auction date, sealed bids would be submitted indicating the support levels

that the bidders require.

In the initial auction for each area, if there are no bids submitted at or below the
reserve, the LEC is desugnated the COLR atan ofﬁcual" support Ievel determmed by
the FCC or state PUCs and based upon a cost model (such as the BCM or CPM) v

This would be treated as if no auction had transpired and the are,! would remain eligible

fo be noticed for auction.

Once a new COLR (instead of or in addition to the LEC) has been established in
any CBG, the obligations would be fixed for a period of three.years, subject to
perforrnanse sta.ndards.AAﬂe.rmthe initial three‘year term, any qualified entity could ndtice
the area for an auction. If no one notices these areas, then the incumbents would

continue to receive the same level of support payments but without extending the

period of protection.

7 If the LEC believes that the official rate is too low, it may seek a higher rate from the
FCC or state PUC. Of course, the higher rate may encourage other potential |
COLRs to petition for an auction of some or all of the LEC's COLR service areas.
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In order to mitigate the complex cost synergies problem described earlier, |
suggest that an} bidder be permitted to withdraw its bid from one or more areas. If a bid
is withdrawn, the outcome of the auction will be determined as if the withdrawn bidder
had never participated in the auction for that area. To discourage frivolous bidding and
withdrawals, the FCC and/or state PUCs should establish withdrawal penalties similar
to those adopted for the PCS auctions. The penalty might be equal to the larger of any
increase in (e.g.) the twelve-month eupport obligation of the government as a result of

the withdrawn bid or, say, $20 per subscriber in the CBG.

In what follows, | describe how these components will serve to ensure that the

. objective of providing universal service is efficiently attained.

a. - :.The size of the service area. - - .- -

" Itis very difficult, if not practically impossible, to define service areas that are
homogeoeoos io terrns of the costs of serving subscribers. Heterogeneo.us costsin a
single service area lead to several costly effects First, the COLRs may have an
mceotlve to avoud servmg the hlgher cost subscnbers and to focus the:r marketmg
efforts solely on the relatwely Iow-cost subscnbers." Th|s problem is compounded

. when there ie competition among COLRs, eaoh of whom may hope to force its

-

'* In general, if an area-is sufficiently homogeneous, the COLR will find this kind of
discrimination unprofitable because (1) even a subscriber that is more expensive to
serve than the average subscriber may make a positive contribution to covering the
system'’s fixed costs and (2) when the heterogeneity is not too great, the cost of

- discriminating between relatively high- and low-cost subscribers may exceed the

proﬁt from successful discrimination.

5
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competitors to serve the subscribers for whom costs are highest. Second, support
payments distort competition between COLRs and non-COLRs to serve subscribers for
whom service can be provided at relatively low cost. The more heterogeneous the costs

of service in an area, the worse these problems are likely to be. Smaller service areas

therefore tend to reduce these costs.

An additional advantage of small service areas is that different service providers
can assemble groups of areas that fit their technological capabilities. Larger service
areas that include geographic areas outside the reach of a potential entrant may

dissuade the entrant from bidding.

In economic terms, thé choice between small and large service areas is
governed by a comparison of the costs of cherry picking plus the_costs“of the -
monitoring and regulation needed to mitigate it, the costs of conducting auctions for a

multitude of small areas, and the tendency of large service areas to block entry by

some service providers. GTE has proposed the use of CBG; (which are quite small

service areas) to control the costs of cherry picking and its regulation. If adopted in
combination with my proposal for relatively simple, inexpensive sealeq bid auctions, the
package would constitute a coherent and workable plan for developing market

competition.

’
4

Question 58 in the Commission's Public Notice asks whether wire centers rather
than CBGs should be used as the basis for cost projections. The considerations already
discussed above suggest that wire centers have two disadvantages. First, they are

relatively large, encouraging cherry picking. Second, they are a natural area only for the
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incumbent LECs. A new entrant might be able to serve many CBGs but unable to serve
the entire wire oenter, givlng the LEC an artificial cost advantage in serving as the
COLR. The use of CBGs would be technologically neutral because the definition of a
CBG is unrelated to .the provision of telephony. Thus, the use of CBGs would tend to

avoid the possibility of biasing the auction outcomes towards one technology (or one

incumbent).’

b. One-shot sealed bids. R

The srmultaneous multrple-round auctron format used in the FCC S spectrum

-

"\

auctrons has a number of advantages Foremost among them is that rt perrmts brdders

- ‘

to take rnto account the possrbllrtres of substrtutablllty -and complementanty among the .

-

Ilcenses for which they bid and to adopt back-up strategies (for example to acquire

-~

substitute llcenses) in case their pnmary strategies fail.

- -

oy

In theory, the srmultaneous multrple round format should be partlcularly good at
accountlng for substrtutes and the FCC expenence has bome that out In the paglng

auctrons for example some bldders swrtched between blddmg on the hrgh capacrty

- .,.\~1
-

50/50 Ilcenses and the lower capacrty 50/12. 5 lrcenses dunng the auctron to account for
the changing levels of bidding activity. Srmllarly. in the PCS A and 8 block auctlons.
bidders frequently switched between the very similar A and B blocks, substituting
between them. The simultaneous design also has important advantages over the

sealed bid design in dealing with complementarities when those are important.

14
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Substitution and “back-up strategies” are likely to play much smaller roles in the
COLR auction than in the spectrum auctions, because the COLR obligations to service
various areas are not technological substitutes. As in the PCS auctions, some
substitution possibilities could be generated by a firm's service capacity limitations.
Limited budgets could also lead bidders to seek a limited number of COLR obligations.

However, the important technological substitution possibilities will be missing.

As against these advantages for the simultaneous muitiple round auction, the
sealed brd auctron has advantages of srmpllcity and reduced vulnerabrlrty to collusron

Any pre-auction collusrve agreement among brdders wrll tend to collapse |n the sealed

PRV gktn ~
,.-s‘

- tender auctron proposed here because each bldder has a straightfon/vard and powerful

- It § R T k- S r

'—-...-l 5 -
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»rncentive to defect from rt

m D mm e e e e

Even if collusion were not an issue. the costs of administering a simultaneous '
multiple round auction for both the regulator and the bidders may not be worth the

benet‘ ts. ln the PCS auctrons the values of the mdrwdual lrcenses were substantral in

Cme -

companson to the admrnrstratlve costs of runnrng the auction and the problem of

AN 2% e

collusron appears to have been of minor importance The beneﬁt-cost analysis in thrs

-

case thus looks qurte dlfferent than that of the PCS auctxons
c. Determining the support paid to winning bidders.

According to the optimal auction analysis in section Il, if the bidders respond
“rationally” and competitively to one another's strategies, then a variety of rules can be

used to determine the support payment without affecting the efficiency of the overall

s



-23 -

design. Choices among these support rules must therefore be determined by factors
apart from those built intothe optimal auction model. These factors include (1) the ease
or difficulty for bidders of determining their best (“rational”) bid, (2) the vulnerability of

the rule to collusive behavior, and (3) public perception of the rule as fair and

reasonable.

Among the payment rules that might be acceptable according to the optimal
auction theory are: (1) the payment is set equal to the lowest rejected bid or to the .
reserve if all brds are accepted and (2) the payment is set equal to the highest accepted
b|d The first of these rules perforrns poorly in the publlc perceptlon (as the expenence

of the New Zealand spectrum auctlons demonstrates) and is vulnerable to some

A P

collusrve blddrng patterns b The second rule is readrly peroewed as falr and e

D..- 1 e Ca i

reasonable srnce it allows the blds to be mterpreted stralghtforwardly as the lowest .

level at whlch the bldder offers to supply service. For that reason l favor It

d. The number of COLRs. -

'.«,t - -~ =

I would propose that the Commrssaon perrmt the deslgnatlon of multnple COLRs

for any partlcular area, the number dependmg on the drfferences in the bld amounts

.Lackrng any quantntatlve basis for the assrgnment rule, | tentatrvely propose the rule

described in the previous septlon.‘To repeat, that rule is as follows.

" If the reserve is known to the bidders to be very high, there is a Nash equilibrium in
which the bidders each bid zero and receive the reserve as their subsidy. This
outcome leads to the same kinds of losses that we identified earlier for other forms.

of collusive behavior. -



Case | Condition - Outcome

1 At least one competing bid is within  All who bid within 15% of the
15% of the lowest bid. lowest bid become COLRs.

2 No competing bid is within 15% of  The two lowest bidders become
the lowest bid but one is within COLRs.
25%.

3 No bid is within 25% of the lowest = The lowest bidder becomes the
bid. exclusive COLR.

' There are t‘hree» advantagee ofna role such as this. First. it 'encoora‘ges'
vcompetition’within the market tor the patrohagefof potential subscribers. Second, the
| preseﬁce of Tr‘noltipte 6OLRs may 'ea_se the Commussrons bordeh of mohﬂohhg and
enforcmg the performance of the COLRs after the auctlon for several reasons. If some .
COLR is tempted to avond servmg the hlghest cost eubscnbers in a service area the
other COLRs wull be Ied to detect and report that in order to avord bemg forced to serve
a disproportionate share of those subscribers. Multiple COLRs also provide the
regulatory authontnes an opportumty to compare the performance of several COLRs ’in
the same market makmg it easler to detect false clarms about the impossibility of
provudmg some promlsed services. Moreover. the Commlssuon s threat to impose
‘sanctioné. ihcluding poaeible terrhination of a company's COLR status, is more credtble

>

if there are altemative COLRS available to protect consumers against service

disruptions.

Third, the approach | have proposed accounts for both the declining benefits

from designating multiple COLRs and the cost increases that may accompany a larger
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number of COLRs. When the bids of the participants are relatively close, the cost
disadvantages ﬂ:om multipte COLRs will be correspondingly small, resuiting in greater
net benefits from muitiple COLRs. In this case, the rule would designate multiple
COLRs. When the cost differences are larger, the net benefits from multiple COLRs will

be smaller, and the proposed rule would limit the number of COLRs designated.
e.  The “official” reserve and the auction initiation.

For each CBG the Commission should »establish' a maximum support level or
reserve equal to the drfference between the standard rate for the basic service
package and a multiple® of the cost estlmate of provrdlng that package based on an
estimation model such as the CPM or BCM. The primary purpose of the reserve is to
Irmlt the requlred support payment in areas where only the LEC can provude economical

»servuce However the cenlmg created by the reserve wrll also encourage somewhat

lower blds in the auctron.

After the official reserves have been set, the Commission (or the state PUCs)

- should allow bidders to nominate CBGs for inclusion in the next auction. This could be
done by asking interestedl parties to’ sub_rnit_a Notice of Intent by some speci_t'red date
’b.efore each auction. If the auction for a pa_rticular CBG attracts any_. valid bids from any

bidder besides the incumbent LEC, the auction is held; if it attracts no bidders or if only

¥ As | have already explained, the reserve needs to be based on a multiple of the
- estimated cost in order to allow the auction to correct errors — both overestimates
‘and underestimates - in the cost estrmates and to mitigate the “selection bias” that

would be otherwise created.
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the incumbent LEC submits a valid bid, the incumbent would retain the COLR
obligations at the previously established support level based on a multiple of estimated
costs.?' Similarly, in any area where an auction has not yet been held, the incumbent

LEC would retain thé COLR obligation at the previously established support level.

Fér those CBGs for which auctions are held,i:the designated COLRs would be
obliged to provide service beginning, say, one year or eighteen moﬁths after the COLR
designation. This delay is to permit new entrants whose business plans call for
addltlonal faculmes mvestments to make those mvestments after wmmng in the auction.

Tl

This encourages the w:dest feasxble partlcapatlon in the auction.

RA Exploiting synergies in adjacent CBGs and withdrawal penalties.

N P~a|"t'i¢'i;ant's ir; theauctnon ma; bid 6nﬂé§ many CBGs'.aS théy chbose.. thu§ |
permitting bidders éome iim}ted_ flexibility to account for eéonomies of density' and scale
in their CBG-specific bids. Thus, if a particular entity bids for only one CBG and there
are scale and density economies in serving that CBG and adjac.:ent CBGs, then another

entity can underbid the first entity in the one-shot auction format.

Some winn‘ing biddéfs m'ay‘ discover after the auction that the aggregation of the
" particular CBGs won would not permit thé bidder to attain all of the expected synergies.

This is likely to be a serious*brobrem only if both of the following two conditions apply:

' Any other rule would allow a non-COLR to affect the support price in an area
merely by nominating a CBG for auction and without actually bidding, possnbly
encouragmg mischievous nominations.

i
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(1) the bidders’ overall cost levels are similar and (2) the synergies are strong. The first
condition makes it.more likely that each bidder wins a COLR role in several areas,
which is a pre-requisite for the problematic “checkerboard pattern,” and the second is
necessary for the consequences to be economically costly. To help remedy this
problem when it is most severe, | propose that a winning bidder be permitted to
withdraw its bid for some period after the auction. In effect, a bid withdrawal substitutes

partially and quite imperfectly for combinatorial bidding.

When a winning bidder withdraws its bid for a CBG, the auction outcome would
be determined by the remaining bids as if the withdrawn winner had never bid. (If only
' :the mcumbent LEC remains as a bldder the auctlon ls canceled and the incumbent
LEC receives support payments at the prevrously deterrnlned level ) This ruIe prevents
any partrcrpant from usrng wrthdrawals strategrcally to tngger a new auction, thereby

effectively turning a one-shot auction into a multiple-round auction.

Although wrthdrawals should be permrtted they also need to be penalized. There

-

are two rmportant reasons Flrst the wrthdrawals may dlsrupt the outcome of the

auctlon and the plans of other brdders and SO need to be dlscouraged Second the lack
of any penalty may encourage frrvolous bidding. in whlch the bidder attempts to
“assemble unrealistic combinations or tries to mislead competitors about its future

-

intentions. If there are no penalties. this sort of disruptive bidding behavior is riskless to

the bidder.

To assist in r’haintaining the integrity of the auction, | would propose that the

Commission establish moderate withdrawal penalties to deter frivolous bidding, as it did
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in the PCS auctions. To determine the withdrawal penalty, the Commission would
assume thatin t'he future, the winning COLRs would have equal market shares in the
CBG. The penalty for a withdrawn bid might be equal to the larger of any increase in
the twelve-month sopport obligation of the government as a result of the withdrawn bid
or, say, $20 per subscriber in the CBG. The penality protects the government from any
increases in its support costs and provides some compensation for any loss in post-

auction competition resulting from the frivolous bid.

g. The length of the COLR designation.

The length of the time penod for whlch an entnty is des:gnated a COLR has
several effects. Flrst a Iong penod ensures that"whata badder wins by makmg a low bid

is of sugmf cant value Second the penod affects the pattem of mvestments that may be

undertaken to provnde COLR servnces |

Encouraging efficient investment is a subtle matter. Optimal investments require
that today s COLRs property antncupate the likelihood that superior technolognes wull
become avallable tomorrow replacmg the COLR or cuttmg mto ItS‘ profit marglns
‘Set'tmg too long a period of protectlon discourages or even blockades entry when the

_hew te'chnology becornes practically available. Setttng too short a period may require

large initial support payments to allow the investor to recover its investment in a short

period. Such support payments may exceed the reserves or be embarrassing to the

regulator. - ' ' o
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To balance these competing concerns, | have tentatively proposed a three year
period for the COLR obligation. To account for cost increases during the interim, the
Commission could periodically raise the support rate by an exogenous index of costs, in

the same way that the Commission currently implements its price cap policies.

Further, to allow new entry to occur when it is ready, the three year period of
protection might not apply to auctions in which the set of COLRs serving an area does
not change, or changes by the exit of a COLR. The three year period of protection
would then apnly only when a new COLR is introduced into the group serving a .
particular CBG. The justification is that only a new COLR might be regarded as needing

" an initial periodv of predictable competition during which it amortizes its investment.

e L~

At the end of the three year penod the areas for whach the COLRs were

- .
e

selected via an auction would be ehglble to be nomlnated by quallf ed partles for a new

- o=

auctxon The rules for these auctions would be nearly identical to those for the onglnal
auct:ons but taking into account that the COLR for an area may no Ionger be the LEC
Slmply put the FCC (or state PUCs) would once agaln announce an oft' cial reserve -

»and call for b:dders If no notlce of mtent is recewed for a CBG orif there are no vahd

bids for |t then the lncumbent COLRs retam the obhgatlon to provude basuc service at
the original support rate. |
h.  Default penalties.

If a bidder defaults, the outcome could be determined as if there had been a

b

withdrawal, as discussed above. However, the costs to the government and consumers
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will be more substantial the longer the time between the initial auction and the default.
This is because the plans of other potential COLRs may have been seriously affected.
Consequently, any replacement for the defaulted COLR is likely to demand a higher

support level for the shorter-term obligation than for the initial obligation.

Because the COLRs are likely to be parties with continuing relations with the
regulators, there are many ways for the Commission to discourage default. The
Commission should explore whether it may modify any of its current regulatory
penalties for the purpose of deterring the default of a COLR.

| Transferability of the COLR obligation

As already noted, the proposed auctlon mechamsm has only a hmlted abllxty to ‘
. -accommodate synergles |n servncé provusuon across CBGs To perrmt COLRs to reahze \\
greater e;onomlgs after having some expgnence with the COLR obligation, | would
permit é COLR tc; sell it§ ‘COLR status to ény other qualified company (fo} example, one
thatis a COLR in some CBG) that is a non-COLR in that péﬂicula} CBG. That is, sale
would perrmtted be to a quallf' ed fi irm (as evidenced by lts COLR obhgatlons elsewhere)

provided it does not reduce the number of competmg COLRs in the affected service

‘area.

Permitting the COLR to sell the obligation after the auction also permits a bidder
whose costs are unexpectedly high to transfer the obligation to a more efficient

provider.
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INTRODUCTION
Despite their great'lcngth, the papers opposing the motions for a stay conspicuously fail to
confront the primary arguments overwhelmingly demonstrating that a stay is appropriate in this case.
The FCC largely rehashes prior statements about its rules and never directly addresses GTE's
arguments based on the text of the Act. And AT&T and others predictably charge that phone
companies such as GTE are just monopolists desperately seeking to deprive consumers of the benefits
of competition. After all, these parties -- who intend to start offering service over the facilities of
existing local phone companies — stand the most to gain from the FCC's veritable fire sale of the local
network. The FCC's rules will subsidize their entry into the market.
There should be no doubt, however, that the posturing in the oppositions is simply that --
posturing. The parties who have the greatest impartial interest in rapiélly securing the benefits of
~ competition for consumers are the state commissions. And the Iowa Utilities Board and the Florida {
Public Service Commission have joined in seeking a stay of the FCC's rules precisely because they -
recoérﬁzc the deleterious effects the rules will have in distorting the transition to competition. Thus,
as these state commissions recognize, it is a stay of the FCC's unauthorized rules that will hasten the
introduction of local competition according to the process outlined by Congress in the Act. )
Mubh of the smokescreen the FCC and its supporters generate rests on three obvious errors.
Eirst, on likelthood of success, th; FCC relies on a not-so-subtle sleight of hand. To start, the
" FCC suégests that GTE's arguments rest primarily on § 2(b) of the Communications Act of 1934,
which restricts the FCC's jurisdiction over intrastate matters. The FCC then points to provisions in
the 1996 Act that on their face givg the FCC some role in implementing local compgtition. From the
obvious fact thatr the FCC has some legitimate role in implementing certain provisions of the Act,

which GTE has never denied, the FCC attempts to draw the insupportable conclusion that Congress

intended the FCC to issue national rules governing all aspects of the impiementation of local



competition, including the setting of prices. That is plainly wrong. Congress expressly reserved for
the States the role of determining just and reasonable prices. That reservation of authority, moreover,
is consistent with the role the Communications Act has always reserved for the States in setting
intrastate rates. Indeed, neither the FCC nor AT&T even attempts to come to terms with the plain
language of the Act, which unequivocally provides that “State commission{s] shall . . . establish any
rates for interconnection, services or network elements.” § 252(c)(2); see also § 252(d). The mere
fact that Congress defined a specified role for the FCC in implementing local competition provisions
does not mean that, contrary to the express language of the Act, the FCC may usurp the province of

the States in setting rates.

Second, to counter GTE's showing of irreparable harm the FCC simply mischaracterizes the
effect of its proxies. The FCC represents to this Court that “there is no certainty that [its] proxies
will ever be applied to petitioners.” FCC Opp. at 37 (intémal quc;thtions omitted). That is simpiy

false. In the féw short weeks since the rules were publfshed, several States havé already detennihed
that they haQe no practical choice but to apply the proxies. See infra p. 11. And AT&T, while telling
this Court that the proxies “in no way foreclose states from implementing different prices,” AT&T
Opp. at 32, 1s at the same time urging state commissions that, as a practical matter, they must ab;‘ﬂy
the proxies io meet the deadlines in the Act. See e g., Letter submission of AT&T, In re Petition of
AI&I_QQ_mmummns_Qf_Cahf_&x_Amxmgn (Sept. 13, 1996) (suggesting any approach other
" than the broxies 15 "obviously impractical”). Such a shell game should not be tolerated. And lest the
Court have any doubt that the FCC's pfoxies are arbitrary and below-cost, the Florida Public Service

Commussion (PSC), on whose cost studies the FCC relied in setting its proxies, confirms in its motion

for a stay that the “FCC’s proxy rate . . . bear[s] no relationship to [a LEC’s] actual costs" and that

>

the proxies are clearly “arbitrarily low.” Florida PSC Mot. at 15.
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Third, in asserting that a stay would harm the public interest because it “would prevent the
Commission’s rules from guiding the terms of competitive entry, as Congress intended,” FCC Opp.
at 3, the FCC pins its argument on its own erroneous view of the merits. Since, however, petitioners
are likely to prevail on their claim that the FCC lacks power to dictate national pricing rules, the
public interest will be served by preventing the FCC's unlawful rules from "guiding the terms of
competitive entry." A stay of the FCC's pricing rules will thus promote the rapid implementation of
the Act in accordance with the procedures established by Congress.

L GTE IS LIKELY TO SUCCEED ON THE MERITS.
A. The FCC Exceeded Its Jurisdiction By Imposing National Pricing Rules.

- L The text and structure of the Act explicitly reserve authority over pricing
to the States.

In well over 100 pages of bnefs opposmg the motlons for a stay, not a single party comes to
,gnps with the central text of the Act demonstratmg beyond doubt that the FCC exceedcd its
jurisdiction by promulgating natxon}l rules over pncmg. Section 252(d) could hardly be plamer. It
is a distinct section of the statufe expressly addressing "Pricing Standards.” It explicitly directs State
commissions - not the FCC — to determine "just and reasonable rate[s]" based on standards outlined
dlrectly by Congress in the Act, and it nthr_: makes any mention of rules on pncmé promulgated
by the FCC. Where Congress wanted the States to follow FCC rules in arbitrations, however, it
clearly knew how to say so. Thus, in outlining States' duties, § 252(c)(1) explxcxtly requires States
to ensure that substantive "conditions” imposed in arbitrations comply with both § 251 and with
regulations the FCC is authorized to issue under § 251. In § 252(c)2), however, Congress addressed
distinctly the standards States .;xhould apply in "establish{ing] any rates," and -- omitting any reference

to FCC rules -- only directed the States to apply the standards set out in § 252(d).



